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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.]
Examination in Accounting Theory and Practice—Part I
May 16, 1935, 1:30 P. M. to 6:30 P. M.
Solve problem 1 or 2 and all other problems.
No. 7 (10 points):
The Dimenslot Company maintains a branch office in a distant city where 
the only financial transactions authorized are the collection and deposit in bank 
of receipts from automatic vending machines, the payment of branch payrolls 
and expenses and the remittance to the factory of funds in excess of branch 
requirements. Monthly reports of cash receipts and disbursements are sent to 
the factory.
In conducting an audit of the factory for a fiscal year ended June 30th, the 
auditor forwarded the twelve monthly cash reports to his representative in the 
city where the branch was located, with the request that they be compared 
with the records maintained at the branch and that such records be audited. 
In due course he received a report from his representative stating that the 
monthly reports were in agreement with the books and that the balance in bank 
at the end of the year had been verified directly with the depository. The 
representative also stated that the deposits as shown by the bank statements 
and the cheques issued by the branch exceeded, respectively, the receipts and 
disbursements shown by the books. Such excess, he stated, consisted of contra 
items, and he included, without further comment, the following summary of 


















July................... ........ $ 4,600.00 $ 20.45 $ 58.24 $
August.............. 200.00 400.00 271.80
September........ 15.00 707.84
October............. ........  4,600.00 37.25 750.00
November........ 5.00







$12,200.00 $356.20 $2,142.19 $2,088.99
What do you understand from each of the four numbered columns?
What would be the contra items for each of these classifications?
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If you were the auditor, what objections would you have to the report made 
by the representative?
How would you dispose of this matter so far as your client is concerned?
Solution:
The listed disbursements would indicate:
(1) Cheques drawn by branch, or charges made by the bank for payment of 
bank loans previously made.
(2) Cheques drawn by branch, or charges made by the bank, for cheques 
deposited by branch which were returned unpaid.
(3) Cheques drawn by the branch to employees.
(4) Cheques drawn by the branch in payment for merchandise or other items 
as accommodation for employees or others.
The contra items were for deposits of currency, or cheques, or credits granted 
by the bank.
The auditor’s representative should have given a more detailed report cover­
ing, particularly, the contra items. The branch manager has unquestionably 
exceeded his authority which was limited to “the collection and deposit in bank 
of receipts from automatic vending machines, the payment of branch payrolls 
and expenses and the remittance to the factory of funds in excess of branch 
requirements.” The representative of the auditor should have been informed 
of these limitations and should have obtained full details of all transactions not 
within such scope. He should have the answer to these questions:
For what purpose were the bank loans made, what happened to the funds 
thus obtained, and from what funds were the payments of the loans made?
Were the cheques which were deposited and returned, cheques of employees 
or operators of the vending machines?
Why should cheques, other than payroll cheques, be issued to employees?
Why should the credit of the branch be used in making accommodation pur­
chases, and for whom were these purchases made?
Is there sufficient control over the merchandise and cash so that it may be 
reasonably certain that all currency removed from the machines is being 
deposited intact?
Is there any possibility that the credit and cash of the branch is being used to 
finance another business or being used by the branch manager or some other 
individual?
Has the bank in any way exceeded its authority in granting the loans to the 
branch?
Who paid the interest on the loans?
The client should be instructed:
(1) To install a working and change fund at the branch from which current 
petty expenses could be paid. This fund would be reimbursed as re­
quired, from funds sent by the home office.
(2) The authority to sign cheques or notes should be restricted to officers at 
the home office.
(3) All collections should be deposited intact each day, and duplicate deposit 
slips sent to the home office.
(4) Payroll cheques would be drawn by the home office.
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(5) Funds could be drawn from the branch bank by drawing a cheque in the 
home office on that bank.
(6) If the system of internal check on the merchandise and the cash is not 
satisfactory to the auditor, he should discuss methods of improvement.
No. 8 (5 points):
The City of Noware owns and operates the electric light plant serving the 
city. Bonds maturing in 20 years were issued to acquire the plant and, in terms 
of the issue, a sinking fund must be established by equal annual cash instalments 
to provide for the retirement of the bonds at maturity. Adequate depreciation 
is provided out of the revenue but it is alleged that, inasmuch as the taxes to be 
levied must include the annual sinking-fund payments, the amount thereof 
should be charged against the operations of the utility. If this is not done, 
it is argued, the earnings of the utility will be overstated by the amount of the 
sinking-fund contributions.
1. What is your opinion? Give reasons.
2. What should be done in case the trust deed under which the bonds were 
issued explicitly states that the sinking fund is to be charged against the 
operations of the utility?
Solution:
(1) A distinction must be made between the revenue account and the cash 
account of the electric light plant. The revenue account should be charged 
with depreciation, but it should not be charged for the contributions to the 
sinking fund. The cash account should show receipts from the taxes received 
from the tax levy, and should show the cash disbursements representing the 
sinking-fund contributions. The tax levy should not include a provision for 
the depreciation (which is a book entry only, and does not affect funds).
(2) When a cheque is drawn for the sinking fund the entry would be:
Sinking fund cash............................................... $
Cash in bank................................................... $
Hence, it is not possible to charge the sinking fund contribution to revenue 
account.
The trust deed requirement may be interpreted as intending a provision for a 
sinking-fund reserve, which could be set up by means of the following entry:
Revenue account................................................. $
Reserve for sinking fund............................... $
After the bonds have been retired, the sinking-fund reserve may be reversed 
to the surplus account.
Examination in Accounting Theory and Practice—Part II
May 17, 1935, 1:30 P. M. to 6:30 P. M.
Solve all problems.
No. 1 (25 points):
On December 31, 1933, a line of freighters—8 vessels of 6,000 tons, each 
costing $640,000 to build, or together $5,120,000, has outstanding $3,500,000 
of capital stock, on which 11% was earned in 1933, after providing 5% for de­
preciation. It is assumed that thereafter each vessel will have the same gross 
earning capacity as in 1933, until it becomes obsolete after 20 years’ regular 
operation. The vessels will not be replaced but will be sold at junk value at 
that time. No surplus or excess cash is allowed to accumulate, all funds in 
excess of requirements being distributed to the shareholders.
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As the vessels grow older, the annual repair and maintenance costs increase 
as follows:
Up to 5 years old 1% of original cost
“ “ 10 “ “ 2% “ “
“ “ 15 “ “ 3% “ “
“ “ 20 ‘‘ “ 4% “
On December 31, 1933, the eight vessels owned are:
4- 3 years old
2-10 “ “
2-12 “ “
 The line is offered on that date three similar vessels, respectively 8, 14 and 16 
years old, for $880,000, payable in 6% bonds that fall due serially on December 
31st of each succeeding year to the amount of the depreciation accrued in that 
year on the three vessels.
1. Prepare a statement showing the financial advantage or disadvantage 
of the purchase for each year in which any of the three vessels are operated.
2. What would be the advantage or disadvantage to the original shareholders 
(not to the company) in financing the purchase by the issue of common stock 
at par value?
Solution:
The following is a schedule of the maintenance and depreciation charges on 
the three additional vessels purchased:
repair and maintenance charges would be similar in amount (according to age) 
as those vessels already owned. Depreciation is computed on the basis of 
$40,000 per year per vessel; as follows:
Total
Annual repair and maintenance charges maintenance
--------------- Depre- and
Year Number 1 Number 2 Number 3 Total ciation depreciation
1934............. . .. . $ 12,800 $ 19,200 $ 25,600 $ 57,600 $120,000 $ 177,600
1935............. . . . . 12,800 25,600 25,600 64,000 120,000 184,000
1936............. . .. . 19,200 25,600 25,600 70,400 120,000 190,400
1937............. . .. . 19,200 25,600 25,600  70,400 120,000 190,400
1938............. . .. . 19,200 25,600 44,800 80,000 124,800
1939............. . .. . 19,200 25,600 44,800 80,000 124,800
1940............. . .. . 19,200 19,200 40,000 59,200
1941............. . .. . 25,600 25,600 40,000 65,600
1942............. . .. . 25,600 25,600 40,000 65,600
1943............... . .. . 25,600 25,600 40,000 65,600
1944............... . .. . 25,600 25,600 40,000 65,000
1945............. . .. . 25,600 .......... .......... 25,600 40,000 65,600
Totals........... ... . $249,600 $147,200 $102,400 $499,200 $880,000 $1,379,200






As the cost of the three vessels is $880,000 and the remaining useful life is 22 




The interest charges on the outstanding bonds is shown below:
Bonds Interest
Year outstanding payable










1944 ........................................................... 80,000 4,800
1945........................................................... 40,000 2,400
Total......................................................... $261,600
The average annual gross income, considered as being the same as earned 
during the year ended December 31, 1933, on the vessels now owned, is com­
puted below:
Gross income for the year ended December 31, 1933:
Net earnings—11% of $3,500,000.................................. $385,000
Add- 
Depreciation—5% of $5,120,000............................ 256,000
Cost of repairs and maintenance:
4 vessels 3 years old (1% of $2,560,000)............... $25,600
2 vessels 10 years old (2% of $1,280,000)............ 25,600
2 vessels 12 years old (3% of $1,280,000)............ 38,400 89,600
Gross income..................................................... $730,600
The average gross earning of each vessel is, therefore, $730,600÷8 or $91,325
Maintenance Profit before
Statement showing estimated earnings, by years, of the three vessels purchased
Vessels Gross and interest on Interest Net
Year operated earnings depreciation bonds on bonds earnings
1934............. ........ 3 $ 273,975 $ 177,600 $ 96,375 $ 52,800 $ 43,575
1935............. ........  3 273,975 184,000 89,975 45,600 44,375
1936............. ........  3 273,975 190,400 83,575 38,400 45,175
1937............. ........  3 273,975 190,400 83,575 31,200 52,375
1938............. ........  2 182,650 124,800 57,850 24,000 33,850
1939............. ........  2 182,650 124,800 57,850 19,200 38,650
1940............. ........ 1 91,325 59,200 32,125 14,400 17,725
1941............. ........ 1 91,325 65,600 25,725 12,000 13,725
1942............. ........ 1 91,325 65,600 25,725 9,600 16,125
1943............. ........ 1 91,325 65,600 25,725 7,200 18,525
1944............. ........ 1 91,325 65,600 25,725 4,800 20,925
1945............. ........ 1 91,325 65,600 25,725 2,400 23,325
Totals........... $2,009,150 $1,379,200 $629,950 $261,600 $368,350
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The amount available for dividends is: 
If bonds are issued......................... $368,350
If stock is issued............................................. 629,950
As shown in schedule II, the profits per share on the 35,000 shares of stock 
outstanding will be increased from $118.49 to $129.01 if the three additional 
vessels are purchased and paid for in 6 per cent bonds. It will also be seen in 
that schedule, that if the three additional vessels are purchased by means of 
the issuance of 8,800 additional shares of stock, rather than by the issuance of 
bonds, that the earnings per share will decrease from $129.02 to $109.06, or 
less than the original stockholders would have received if the additional vessels 
were not acquired. This decrease is due to the following:
The slight increase in total profits is divided among 43,800 shares instead of 
35,000 shares.
The new stockholders will share in the profits of the original vessels, after 
the additional vessels become obsolete.
The cost of the additional vessels is in excess of the cost of those now owned. 
Those now owned cost $640,000 each, and the additional ones have a cost 
basis of (20 years times $40,000) $800,000.
No. 2 (20 points):
G and H are domestic companies whose audited balance-sheets of December 
31, 1934, are as follows:
Assets G H
Cash............. ....................................................................... $ 15,000 $ 2,500
Accounts receivable—good and collectible..................... 14,000 19,000
securities
Owned by Company G (market value $10,000)........ 18,000
Owned by Company H (market value $27,000)........ 27,000
Investment in Company K (wholly owned) represented
by 5,000 shares—at cost (market value $1,000,000). . 500,000
Investment in H—book value (120 shares).................... 1,200
Investment in G—book value (800 shares)...................... 80,000
$548,200 $128,500
Liabilities
Accounts payable................................................................ $ 15,000
Capital:
6,000 shares, par value $100 ....................................... 600,000
10,000 shares, par value $10......................................... $100,000
Surplus.................................................................................. 28,500
Deficit (italics indicate red figure)................................... 66,800
$548,200 $128,500
Under a plan of reorganization the companies G and H are to be merged 
at December 31, 1934, to form a company J with an authorized capital of 
$2,000,000 representing 20,000 shares of $100 each. All shareholders agree to 
the merger except X who owns 100 shares of G and 2,000 shares of H. How­
ever, X will accept for his interest in the two companies an equivalent amount 
of company K shares at their market value. He will receive cash for any 
fractional part of a company K share.
The other shareholders will receive company J shares at their par of $100 
each. They will pay or receive cash in lieu of fractional J shares and it is 
intended to pay out the smallest amount of cash to each of the two groups of 
company G and H shareholders.
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1. How many shares of company K and how much cash are distributable to X?
2. How many shares of company J and how much cash are distributable to 
each of the two groups of shareholders G and H?
3. Prepare the opening balance-sheet of company J.
Solution:
The net worth of Companies G and H exclusive of the intercompany stock­
holdings is shown below:
Companies
Cash................................................................
Accounts receivable—good and collectible 
Marketable securities—at market values.. 























Net worth, excluding intercompany 
stockholdings..................................... $1,024,000 $48,500 $1,072,500
Let G=the actual worth of Company G, and 
H =the actual worth of Company H.
(1) Then, G = 12/1,000H+$1,024,000, or
(2) G=.012H+$1,024,000
(3) H = 8/60G+$48,500, or
(4) H=2/15G+$48,500, or
(5) 15H = 2G +$727,500
Substituting (2) for G in (5):




Substituting (6) for H in (2):
G= .012($185,329.86)+$!,024,000, or
G = $2,223.96 +$1,024,000, or
G= $1,026,223.96
(1) The following shows the computation of the number of shares of com­
pany K and the amount of cash distributable to X:
Value of 100 shares of stock of company G:
100/6,000 of $1,026,223.96............................................................ $17,103.73
Value of 2,000 shares of stock of company H:
2,000/10,000 of $185,329.86.......................................................... 37,065.97
Total.............................................................................................. $54,169.70
Market price of the 270 shares of company K stock to be issued
to X................................................................................................... 54,000.00
Cash to be paid to X.......................................................................... $ 169.70
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(2) The following shows the computation of the number of shares of Com­
pany J stock and cash to be issued to the stockholders of Companies G and H:
Companies
G H Total
Actual worth, as computed
above......................................














Remainder to shareholders . . . $ 872,290.37 $146,039.93 $1,018,330.30
Stock in Company J:
To shareholders of Company
G (8,723 shares)................




Balance in cash......................... $ 9.63 $ 39.93 $ 30.30
(3) Company J
Balance-sheet—December 31, 1934 





Investment in Company K (94.6% owned) at market value . . 946,000
Total assets.................................................................................... $1,033,300
Liabilities and net worth
Accounts payable.................................................................................. $ 15,000
Capital stock-authorized 20,000 shares of a par value of $100 each;
outstanding 10,183 shares............................................................... 1,018,300
Total liabilities and net worth...........................   $1,033,300
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